
The flood oi'applications for in-Region long distance entry under section 2-1 
of thc lclccom Act ( 2 7 1 )  is rcachine its crest. I'ounccn 2'1s h a w  been 
granted to the Regional Bells (RBOCs) so far. and the FCC has applications for 
sebenteen more before it right now: Alabama. lienrucky. Mississippi. Nonh 
Carolina and South Carolina for BellSouth; Colorado. Idaho. Iowa. Nebraska. 
North Dakora, Montana. Utah, Washington. and Wyoming for Qwest; Neu 

Hampshire, Delaware. and Virginia for Veriron 

By year-cnd 2002. we expect 271s to cover all BellSouth states except Florida. 
all Owest states except Minnesota and possibly Arizona. and all Venzon states. 
SBC has a good chance of having California granted by year-end. and a slight 
chance of having Michigan granted as well. with the rest of the Amentech 
state, likely to slip into the first half of 2003. 

A5 the RBOCs have prepared to suhmit their 271s. they and their state 
commissions have made changes to their unhundled netuork element ( W E )  
prices. Mhile commissions do occasionally change LYE prices independently 
of the 271 process-as Seu York did earlier this year and as  Massachusetts. 
Seu Jersey. Texas and Penns)lvania are doing nua-must changes have been 
made as pan of the 211 process. Thus. both because (:til: rates have been 
lou'rred 5halply in most states over the last year and because the 271 process is 
endine. u e  expect a slower rate of change to U S I :  prices over the next year or 
1\11) than u c  h a w  secn in the ldst Sen niunthr 

.The actual implementation o t  CS'LP accelerated in thc last fe\v months. as 

competit i\e carrlers (CL.l:CsI have Socused more on  this markel. WorldConi's 
XICI di\i,ion. in paitncrship ui th  Z 7 e l  launched its ticighhorhood Plan in 
April. ATGT has added local L:Nl:P-hased sen ice  in s i *  states to its original 
&.o s n c r  .March of2002 and uill probably add another 1x0 statcs this year. In 
early 2002. AT&T u a s  offering L'SEP-habed local service only in hew York 
and 'I exas. Since ,March. it has added Xlichigan. Georgia. lllinoi% Ohio. 
California. and h e u  Jerse!. I t  has indicated that i t  hill also enter Pennsylvania 

wll light hardest to protect its long-distance market. WorldCom's MCI 
division introduced its Neighborhood plan in April and appeared ready to 

pursue enny in at least the urban zones throughout most of the country. Entry 
by these long-distance carriers IIXCsI has been partly in response to potential 
entry h! the RROCs into the long distance market in a given state and panly in 

response 10 Iuwer LYL prices. Given the financial problems at WorldCom and 
the changes in AT&T's structure and management as i t  merges 11s Broadband 

and Massachusetts this year. M'e cxpect i t  to push hard in Calilurnja. where it 
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unit with Comcast i t  is somewhat difficult to predict hou  hard the) !\i l l  push 
(,:NI:P. %'e expect some hacking off on WorldCon,'s pan. and a harder push 
i n  a small number of states on ATkT's .  

w ~t least in theon.  the greatest exposure to changes in LYE prices is to SBC 
,4T&Tjust began deploying UNEP in California. where SBC \ \ i l l  not be ahle 
to respond on the long-distance side till around year-end 2002. at hcst. AT& I 
is also m "\jchigan. Illinois. and Ohio. where it is unlikely that SRC \ \ i l l  he 
able to respond on the long-distance side till sometime in the first half of 200;. 
As we indicate helou. LYEP discounts are greatest cwerall in the SRC Region. 
BellSouth 15 seeing LXLP-based entry primarily in Ccurgia and l.lorida. but 
,AT&T has not yet entered Florida. Horida is the onl! state in which \ \e do not 
cxpcct BellSouth to have a 271 till late first quaner 2003. Qwest's rates ha\c  
recently dropped in a number ofstates. so that the Regional average UNEP rate 
has dropped fmm 528.21 to $23.97. However. u e  do not believe that cn tq  
into Q n e s t ' s  territory is a high priority 1-01 the lXCs at an) ptice. Verizon's 
rate at $20.23 is the second louest on a Regional hasis. hut that rate is 
relatij'el? stahle \IS. May of 2001. I t  is also worth noting that Verizon has not 
lost much market share since rates in S e w  York were lowered in January. 
ATBT has indicated that it will enter Pennsylvania and Massachusetts this 
year. hut neither the timing nor the level of effon in those states is clear to us 

The Suprernc Coun has afiiimed the I-CC's right ti) designate TELRIC ('Total 
Element Long Run Incremental Cost) as the methodology by which W E  
prices are set More broadly. in its May 2002 Verizon Communications v. 

FCC decision. the Supreme Coun appeared to affirm the 1:CC.s right to 

designate any method other than rate-of-rerum, uhich is specifically prccluded 
hy the Telecom Act. for the purpose of setting UNE prices. 

The lonpterm sun.nal of (:S13P is. nevenheless. in question. In its May 2002 
Verizon decision. the Supreme Coun rcaffimed thc "nccessar) and impair" 
standard. ~ h i c h  i t  had dread) highlighted in its J a n u a n  1449 Iowa Utilities 
Board \ .  FCC dccision On \lay 24th. in its USTA v. I C C  decision. the D.C. 
('ircuit of Appeals remanded to the FCC the lU9V U N t  order in uhich the 
FCC artcmpted to  refine the list of required LNLs in accordance with the 
Suprmmc ( ' o w i s  "necessary and impair" standard. The D.C. C'ircuit also 
vaca;ed the I(.C''s line-sharing order. The I.CC has appealed back 10 the full 
D.C. Circuit some aspects of thc  court's decision. 

All of these judicial decisions wil l  ha\'e an impact on the triennial revieu' 

which uas  initiated by thc I C C  in Decemher of2001 to decide \!hich VNEs 
still meet the "necetsar) and impair" test. The triennial review has expecied 
to conclude this year. I f  t he  D.C. Circuit docs accept the FCC's appeal. we 
helieve i t  I S  unlikel) that the FCC \vi11 issue an order in the triennial revieu till 
aficr the coull rules. most likely some time next spring. Aside from delaying 
the concIusion. the various coun decisions are likely to drive the F('C toward a 

more granular analysis than it had done in the past. That u a s  the bent of the 
c m e n t  FCC anyua) .  hut the D.C. decision reinforces it .  I;or example, we 
would not he surprised to sce witching removed as an element in some 
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markets fairly quickly and in others o\'er some longer transition pcriod. Other 
elements also might he removed o w r  time in some peogaphic  and customer 
markets. I f  the FCC decides to take granularity down to the uirc-center level. 
i t  may leave actual implementation in the hands of the states. hut with fairly 
tight d e s  to guide that implementation. In the context of L'SEP. what i s  

significant ahout the removal of an individual element I C  that it makes i t  

necessary for the CLEC to do some work to reassemhle the line when it insens 
i t s  own equipment. That m i l l  make it more difficult to m n \ e  large numbers of 
customers rapidly. Thus. the timing and outcome of the triennial revieu is 
ver! imponant both to the CLECsilXCs who use CNEP and t o  the RBOCs 
who  ai^ \\hulcsaling lines to those CLECsilXCs at deep discounts 

w n e  actual financial impact of LXEP on either the RBOCs o i ~  their competitors 
is. of course. what investors care ahout. Unfortunately. i t  is difficult to 
quantify because it depends so much on the companies' strategies. The more 
CLLICs are able to cream-skim in a given market. the bener their own margins 
and thc greater the damage to the RBOC. The CLECs' ahility to cream-skim. 
in turn. depends not only on the CLECs' own strategies. hut on the RBOCs' 
win-hack efforts. u,hich often include the introduction o f n e u  pricing plans and 
the RROCs' ahility to offer all-distance plans. Thus. damage to the RBOCs' 
financials comes not only from the conversion of retail revenues to u,holesale 
revenues, hut from a broader repricing in response to conipetition. The offset 
from long distance appears to he fairl? minor. at this point. Although 
ultimately all-distance customers may he "stickier" than those who use only 
one sen'ice. initially both sides are likely to spend more on marketing to fight 
chum than they did before. 

Our May I. 2001 report included one effort at such an analysis. It found that 
LXEP creates a discount of ahout 19% to 4290 helou retail residential revenue. 
Using the same retail rates. those discounts would nou range from 24% to 
50% Another way to look at the issue is to use the FCC's rate reference 
hooh. uhich relies. in turn. on T\S  hill-hanesting data. .According to this 
data. axerape residential spending per household on local service is $426 per 
year and on long-distance SI76 per year. Assuming 1.2 lines per household. 
that would equate to ahout S30 per line in local revenue plus about $4 per line 
in access charges for a inial revenue per line of ahnut S 3 3 ~ S 3 1 .  That figure 
falls within the range of S3O-S34 for retail consumer revenue that we had 
estimated in May. although both calculations present potential problems. For 
the TNS data. specifically. i t  is not clear whether taxes and Universal Service 
Fund contrihutions nhich an RROC would simply pass through to the 
government are included in the revenue. With that caveat. we arc using $33.50 
as a national average residential rate. That leads to U W P  discounts on a 
Region-uide hasis o f 2 7 %  in BellSouth. 284.6 in Qwest. 48% in SBC. and 40% 
in Verizon. The TNS numbers also indicate that the RBOC \r.nuld need to gain 
more than three long-distance customers to make up for the revenues from any 
local customer i t  loses ($414 of local plus access revenue vs. $128 o f  long- 
distance revenue net of access). And-given the different margin s m c t ~ ~ e s  of 
the indumies~ -it  needs more than that to make up for the lost cash flow. of 
Course. ,.,hose 

c 

the extent Ilia1 an IXC can capture small business 
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retall spending i s  higher than that of consumers. the damapc to the KBOC. IS 

greater. For some Ime.  at least. while the ~ n d u s t w  restructures liself into m 

"all distance" market. the LYEP vs. 271 game is likely IO bc "negative-sum." 
~ ~ t h  both the RBOCs' and IXCs' profits hun by loser re\enue and higher 
marketing costs. 
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We changed O U T  MOL (minutes of usel assumption tiom 12N) t o  141 I .  I,, 
account f o r  toil minutes. based on tootnotc 252 OS thc I-CC's Pcnnsyl\ania 
order 

1,'nr the iolunins that calculate full L.'YlT based on D I I  Id i a I -~qu ipn i~n t  
miiiutci). thcrc i s  no change. 7hu5. for  comparison. we arc iho\\ing full L X L P  
hayed nn I X M  fbr hoth Ma! and August in OUT tables. 

\\ e cotxcted an etior in the formula that calculated anionired non-recurring 
charge5 hi \:crizon's MA. S H .  XY. DE. PA. For \?.. KS. MO. OK and 'Xi. 

\\e now hd\e  sonie non-recurring charges that n e  did not ha\?  in our last 
iteration. l o r  Maryland. u e  are no longer usinp the compliance rates that u c  
used in  M a ) .  Statenide loop rate a\rrager changed m se\eral BellSouth. 
Q u w  and Yerizon state). though the actual rates did not. based on new 

estimates o l the  distrihutions of lines per zone. KY. LA.  MS. SC. SM. ME. RI. 
P.4. 

Oncc u c  asscmhlc our data. we ask all the r e h a n t  state c o m n k i o n s .  KBOCs 
and the t u i i  ma-jor lX('s to comment on its accurac). We recewed specific 
feedback on the accuracy ufour  tables from all the I<BOCs and man) state,. 

, ! i  , I  ( , . 

(,:SI.: ~)rices ctmtinue to  trend down 

For all RBC)Cs the i'ull L'Sl:P axerage (assuming DhM) dropped hy 10% from 
that U h i C h  \$e rcpuitcd 111 >la! 

O n  a national hasis. full L .SLP average iassummg DL.\Ii no\+ stdnds at $20.28 
$ 5  the 512.5s a\erage \ \e  rcponrd in \la! 

The range I( a high ni' 524 ?S tin BellSouth and a IOU of SI:  50 rnr SBC. 
nithin the range wc predicted in our Ma! repon. 

S K  cxpericnccd a roughl) 2U"a decline lui th  an c\cn sharper decline in 
C~aliiirmiai and (.heci e\perlenced 3 roufhl) 1 5 " "  decline in full CXI:P 
fL)l:.Vi average since our \la) rcpo17. 

The KBOC-uidc total suitchlng and transpon average droppcd 2 I%. from the 
1.8.34 \\e reponed in Ma) to Sh.59 in August. 

Se\eral qtates' lul l  LXliP (DIM) price appear to increase or actually increased 

fi-om that \\hich \+e reponed In Ma!. In some cases. as noted above. u e  
changed the non-recurring romuia.  In snme cases u e  changed the distribution 
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of loops among zona. thus chanpng thr a\rrage.  in fc,, case. raws acruall! 
rose. In 41.. FL. L.4 .  \IS and SC. there is now a C ~ O S S - C O ~ ~ ~ C I  charfe thai IS 

pan of the non-recurrine charges that we amonlze. In Oregon. the pon rate 
increased slightly. 
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Business Services 
V, iliiam Suthrrland. Director of‘Rcscarch 17151 782-4019 

I l ~ ~ l i a c l  \;lola (115)  282-3874 

Retail: Specialty & Electronics 

I<l;hard .4. /irnnieiman (115 )  282-4017 
K!m S. Leichner ( 2 1 5 )  282-8016 

Specialh Chemicals & Materials 

(‘trisropt1cr M. Crooks. C F 4  ( 2  1 5 )  282-4018 
Ilaiin C;. Lloehn (215) 282-4014 

‘lelecommunications & Broadband Services 
i h n a  \laria KniacT. Ph . I . .  CFA (617) 576-5764 

Krihtin L Bums. P1i.D. (617) 576-5764 
Grcgor? S. \.]talc (617) 576-5764 

Telecommunications Equipment. Connecm are 8. Setwork Security 
N’lliani K. HecLlran. (FA (617) 576-5850 

Michael Kem 1617) 576-5848 
t iuo i ia  Ziian$ ( 2 1 5 )  282-8020 

Institutional Sales & Trading 

1866) l I96400 
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frank governaliggr corn 
Portland 1-207-772-3300 

Jason Armstrong. CFA 
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Portland 1-207-772-3391 

Goldman Saths 
Global Equity Research 

SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entry in 
key locations, combined with the lowest UNE-P rates in the country, have uniquely 
exoosed SBC to profit-eroding share loss. Despite this, SBC's CFO Randall Stephenson sti l l  
sees stable cash'flows th roua  aggressive cost cutting, combined with the ability to 
maintain trends in share repurchases and dividend hikes. Consolidation in wireless i s  
another key objective of SBC. Acknowledging the proliferation of conversations among 
wireless carriers, Stephenson indicated al l  talks are s t i l l  preliminary. In the meantime 
Cingular is raising prices, sacrificing sub growth, and looking to improve profits. 

Full details 

W H A T  T O  DO W I T H  T H E  STOCK? We continue our cautious \ir\z of trlecom. although 
recent stock price declines make us somewhat less cautious. 
Within the group the Brlls and rural relcos should pro \ ide  the best rrturns. And. within 
rhe Bells, we continue to view l'erizon as the best choice right now A s  management 
indicates. share loss to LYE- P is going to be quite damaging to SBC. And we be1ieL.e it 
will suffer the greatest consequences of this phenorrienon among  the rhree Bells. Thus.  the 
1 aluation premium that SBC tradrs at rrlati\r to Vrriron on PIE. E\',EBITDA. and 
dwidend vield is probably nor sustainabie over rhe nexI six months We continue to use our  
rurreni EPS estiniatrs of $2.30 for this ycai and ncxt 

L S E -  P A BIG PROBLEM \Z'ITHOLT LD SBC has been thr riiost \oca1 critic of  
U S E -  P ,  and is \\orking hard 10 raisr pricrs and diminish thc ncgdribr r f f r r t .  In the 
absence of p e n a s i i e  lorig disrance approval. L S F -  P has beer] arid \ z i l i  cotirinue to be very 
damaging to  SBC \Villi LD appro\al in thr A m ~ r i t r c h  rrgion not iikrl? until the middle or 
second half of  '03.  and California not lihelx utiIil yearerid 02 SBC starids quite exposed at  
the mnrncnt I Ip\ir\'ri \!? should not extrapolair  the SBC expcrirncr uniformly to thr 
other iiBOCs. S o  others face the unique cornbinatiori o f  Io\< priced L'SF- P .  high 
rrsidential rates (in the Ameritech region).  big concrntratrd industrial states. and no LD 
capability. T h u s  w e  don I hee Verizon i n  particular. and BeilSourh t o  a lesser degree has 
having the same degree of exposure.  So. yrs if an ILEC loses a rustonier to CNE- P it's a 
big hir to the bot tom l i ne  - but  it has to lose the customer for the hit to be taken. 

over the riexr year. I t  should be noted-that SRC has been enjoying these &rile benefits share 
retention in its slates where ir  has long disrance approval SBC intends to file cost studies 
in key jurisdictions, using the regulatory path as one  attenipr at raising rates. 
In addition. i t  continues 10 try to use bundling as aggressi\,ely as possible 10 offset share 
loss. 

LWRELI?SS COSSOLIDATIOS A K E Y  OBJECTIVE. Se lz spape j  reports have  

And in 0111 vie\\ l'Z and BLS arr likrh I O  bc ablr i o  offscl this materially better ihan SBC 

-~ 
tOR I M P O R I A ~ T  INFORMAT Oh  480UT COcDMAh SACHI R A T  h C  S Y S T E M  ACID OlnER D SC.OSURES. REFER TO 
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exaggerated the speed of \ \ i reless cunsolidarion and the progress that has been niade rtr dare 
Ho\\e\er [ h e  desirability ol grrting a deal done is ob\ious. and the cornpan! acknoitlcdged a c t n r  
comersarions. \'lr Srephenson noted itrat of rhe r\\o options for deals . 4 \ W  presents less diluriori 
bii l greater regulator! and integration hurdles \'oicesrrearn prpsenrs higher dilution bur far easier 
regularor! appiotal and integration F-urtherniore. similar to press accounts. he indicared a deal 
for Voicestream may be impractical \rirhout laking in DT as an  equiry participant (i e no all- rash 
deal i And importantly.  SHC is ciprri to [hat possibility 

\!-IRELESS PRICE HIKES DESPITE S L O \ \ E R  S L B  GRO\VTI 1 Thc  hedling d l r c t )  of \\ irclcss 
mergers are nor nearly upoii cis vvt In the rneantinie. Cingulai is raking steps to heal thyself. The  
price hikes arc grared to  h m s t  ~i iol l tabi l i t?  ? \ e n  as it sacrifices sub g r o u i h .  Thc paniculai  
rritrrase in  national plan rates nrrriouncvd rhis week are geared to both reduce off- nerizorh 
roaming costs and s l m z  d o ~ n  thr consumption of TDLTA nenrork capaciry SBC and BLS are full! 
expecting rhe i r  juirit \ eiirurr r i )  mperience loxi to no sub growth as a result of  these act ions  as \vel1 
as rhe rurtomer churn that \\ill IJC stimulated b! rhc \Z'orldCom reseller shifi 

CAPEX TO RE\.ENI:E 51 10l:LD BE SO HIGI IER T H A S  15% XSD \ \ I L L  BE LO\VER 
ARSENI  GIIO\VIH. h e r e  is a broad efforr to cut capex in both wireline arid vireless operations 
In n i rehne .  SrFphcnsnn ~ i i d i r a i r d  that ciiricni thinking is that capex to sales should br iio highrr 
rhari 15% and il iat  i r i  the c i i r ren t  rriiironriient i t  should be no h i g h e r  rhan 1390 arid yet i t  is 
.Thus furrtier capex cuts should occui I n  our \.;e\! i f  demand recovery curitiiiues to falter i t  
uould nor he SulpliSing to src cappx to sales fall b~ lo \z  the 1390 rate. as it has in other coiintries. 
On r h e  itireless side. capex cuts are a k u  anticipated. In our v i e w  slower capex spending in 
\zircltxss is liirthri siipportrd tl! the prmpects of industr! consolidation 

COLT RLD1:(:TIOSS KT1 T O  \ZZIST.AISISG E \RSINGS .ASD ROOSTIS(; \1AKGINS SBC 
sees rhe rriargin differential benzeeri i t  and \'L arid HI .5  as indicating an opportunity for further 
cost cutt ing Poiniing 10 opporrunilii.s in consolidating call ccntrrs.  raising t,fficimcies in ncnrork 
o p e ~  arions and generally rrirnrning overhrad costs. Srvphenson i h  focused and confident in using 
thest, sirps IO hili1 inipro\c niargins In the lace of share loss 

CALIFORS1.A DSL EXPER!E\-CE CI\'ES CONFIDE\-CE IS LONG TERl l  POTESTIAL In 
Calilornia. 5BC is enjoying the benefits 01 scalc DSL operatioris ha\ ing achimed aboiii 10% 
peiierration so far As a result. iiper,irions are already EHlTD,l positive and oii the trajecrov to 
r rac l i  SBC s iargrtrd hii rdl i  rate 
'The steps rhat got Caiifornia IO scale include a n  effecri\e wlf- ~r i s ta l l a t i o i i  prograiii. I o ~ t  help 
desk costs rfSerti\r churn roritrcil I d m  n tcnzardc 2- 3:',,i and cIfrcii\c markrting agiiinsl [ h e  
cable operators.  SBC h e l k e s  that r i iass  market depluyiienr [if 1)SI !vi11 OC~III arid that tiered 
oflciings arc on(> s t r p  in griring thrre 
should be able to maintain dri a\erdge irioriihlv prire of  approxiriiately S.10 
than our  long t r im rs t i i i i a t r  h i  d i i ~ ~ t i c ~ n a l l ~  oii i iiiodrk looh ,ii thc marhrt i i r  thc saiiie \\a!. 
Iliie ro tile ahsericr 11f lorig drsrarict, cipproidl i r i  C a l i f o i r i i ~ i  ar id t he  A r i i e r i t e c t i  stair) SHC \rill 
continlit. rn ir? t o  biindir DSL <is a \ \ a )  of oilsriling shall' l o s s  iiidicatirig i h a t  c h u i n  li1ll5 750t for 
t h o s e  custoiiier) rakiiig I lSi to i i  i f i p  ( i f  t l i r i r  Iuiill ser\ict' 

rhis  \ \ i l l  a l l i i n  liii\ri iiionthl\ prirrs f o r  l one r  specds. hilt 
Ihis is a little higher 
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Bells Retrain Guns on UNE-P, but Quick Kill Unlikely 

All relevant disclosures appear on the last page of this report. 

KEY POINTS: 
We believe the debate at the FCC over the future of UNE-P has surpassed the 

broadband debate in intensity and near-term importance for the telecom 
sector, as the Bells have been thrown on the defensive due to line losses to 
rivals. 
We believe that the Bells (SBC, BLS, VZ, Q) will have a difficult time 

convincing regulators to quickly eliminate the rights of local .competitors to 
lease out Bell networks (UNE-P)  at deep discounts. This is problematic for 
all the Bells but,' in our view, is particularly problematic for SBC as its 
lack of long-distance progress in the Ameritech region makes it more 
vulnerable to UNE-P competitors. The Bells could gain some immediate relief 
in business markets (as well as some relief toward deregulating their 
broadband offerings in separate proceedings), but we doubt the FCC will 
eliminate UNE-P in residential markets in the near term. 
We believe the Commission is likely to establish a sunset or triggers for 

phasing out UNE-P. While the details of such rules are far from settled, we 
think the result will give key UNE-P providers, WorldCom IWCOEQ) and AT6T 
(T), time to continue to change the facts on the ground. The more they win 
new local customers, the more they increase the potential for a backlash if 
the phase-out dismantles the main platform for residential competition. 
Even if the FCC scraps or pares back UNE-P, many state regulators would 

likely try to retain it. Also, all decisions would be subject to court 
challenge that could take years to resolve, with the courts likely to 
maintain the legal status quo in the meantime. 
While the Bells will not gain immediate regulatory relief, we believe that 

through bundling and other marketing efforts, they can significantly reduce 
the negative impact of UNE-P coppetition. 
We believe another potential nightmare for the Bells would be if cable 

begins using UNE-P to accelerate its budding cable telephony offerings. 

AS we noted when WorldCom announced its "Neighborhood" plan, the intensified 
efforts by WorldCom (WCOEQ) and AThT ( T I  to compete using the Bell 
Unbundled Network-Xiernents Platform (UNE-P) has dramatically rai.sed the 
stakes of the FCC unbundling policy debates. (See o u r  April 23 note WCOM/MCI 
Bundled Phone Offer Challenges Rivals and Regulators.) The most recent Bell 
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a 
discussion of the economics of UNE-P, see the report by our colleagues Daniel 
Zito and Brad Wilson, Cautious Long-Distance Outlook, June 21, 2002. For a 
state-by-state UNE pricing and sensitivity study, see attachment to vz: 
Comments on RBOC Weakness, August 21. 2002, by our collegues Michael J. 
Balhoff and Christopher. C. King.) 
The impact of UNE-P has caused the Regional Bell Operating Companies 
(SBC, BLS, Q, VZ) to shift their priorities in seeking regulatory relief. 
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policy thrust had been to gain deregulation of their 
recent events suggest the Bells have ramped up their 
cripple the ability of competitors to use UNE-P to gain 
traditional voice market. 

Some in the Bell camp have predicted the FCC will act to eliminate UNE-P in 
a flash cut. FCC action on UNE-P is still months away (probably 4-8 months) 
but our current view is that prediction is likely to prove largely inaccurate 
in the near term. Particularly concerning the availability of UNE-P in 
residential markets. This note outlines some of the dynamics affecting the 
resolution of the UNE-P debate. 
Background on UNE-P. UNE-P offers competitors an opportunity to use 
all the UNEs at discounted "TELRIC" (Total Element Long Run Incremental Cost) 
rates and to add further value-added services on top of the platform. 
According to an industry estimate building on a FCC survey of incumbent local 
exchange carriers (ILECS), of the 20-plus million lines won by long-distance 
companies (IXCs) and other local competitors (CLECs) as of June 2002. about 
7 . 7  million are UNE-P based. It is the fastest growing method of competitive 
entry. In 2001, according to FCC data, more than 60% of the CLEC line growth 
was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing 
most of the UNE-P line growth but other companies are responsible for about 
43% of UNE-P lines. 

Reasons for Increase in UNE-P Competition. While UNE-P has been available 
for Some time, its use has ramped up significantly over the last year. In our 
view, this is due to two critical developments. First, numerous states have 
lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient 
long-distance entry to give the IXCS the incentive to more aggressively use 
UNE-P to protect their existing markets. 
Differing Impact on the Bells. UNE-P has had a differing impact on each of 
the Bells, affecting SBC and BLS more negatively in the last quarter than VZ.  
The reason for this difference, in our view, is that V Z ' S  relative lead in 
gaining long-distance entry (with 7 4 %  of its lines already eligible) has 
given it the ability to bundle local and long distance in more states, 
providing a stronger defense against competition. AS a measure of the value 
of long distance offerings in combating UNE-P competition, we note that SBC 
estimates that where it offers long distance, it doubles its winback rates. 
We also think that V Z ' s  intensified strategy of bundling their landline voice 
services with wireless and Internet access services will provide an even 
stronger defense against UNE-P competitors. 

We surmise that BLS will have greater success in stemming the tide of UNE-P 
line loss once it gains the right to offer long distance services in more 
states. It currently has applications pending in 5 of the remaining 7 states 
where it cannot offer such services. An FCC decision on these 5 is due in 
mid-September and we believe the prospects for approval are good. 
In light of UNE-P competition, SBC's problems in advancing its Sec. 271 
long-distance applications become more important to SBC's financial picture. 
This is particularly true in the Ameritech region and California. SBC has a 
large window of vulnerability in the Ameritech region where state regulators 
have been aggressive in providing incentives for UNE-P competition, but SBC 
has not made significant progress with the testing and verification required 
f o r  Sec. 271 approval. In California, SBC has better prospects, as it hopes 
to send the FCC its long-distance application in September. Given the  TELRIC 
price cuts just announced by the state PUC and California's size, we exnect a . ~~~ major push by T to sign up customers before SBC gets approval to offer long 
distance services. 

Q has some vulnerability to UNE-P, due to its lack of long-distance 
approval, but we expect Q to gain approval to offer long distance services in 
a number of states in the next Several months. While Q's states are not the 
highest priority States for the UNE-P based competitors, we note that UNE-P 
competition has attracted more than 5% market share in Iowa, North Dakota, 
South Dakota, and Wyoming. 
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The Bells' Attack on UNE-P. The Bells have two basic strategies for 
attacking the viability of WE-P. First, they can challenge the TELRIC 
discounts at both the federal and state levels in an effort to raise UNE-P 
rates and squeeze their competitors' margins. Verizon recently took this tact 
at the FCC through a letter by its General Counsel suggesting ways the agency 
could "clarify" TELRIC, all in ways that would have the affect of raising the 
price for competitors. We expect the other Bell companies to join this 
effort. The Bells are also likely to challenge individual state UNE pricing 
decisions in regulatory proceedings and in court. For example, SBC has 
already filed a petition to raise TELRIC rates in OH and we have heard they 
are considering filing a petition to do the same in Illinois, though they are 
waiting until after the November election, in which three of the five members 
of the State PUC could change. The Bells are also contemplating filing suits 
challenging some of the states' TELRIC decisions as an unconstitutional 
taking. 

Second, as part of the FCC's "Triennial Review" proceding, the Bells hope 
to convince the FCC to remove certain elements, most notably switching, from 
the UNE list. Such a decision would not only raise the cost of providing 
services through UNE-P, it also would make UNE-P impractical for the consumer 
market due to the difficulty of seamlessly migrating tens of thousands of 
lines from the ILEC's to the competitor's switches. We note that as offering 
unbundled switching is specifically listed as one of the requirements for 
gaining long-distance entry, the legal burden of eliminating the requirement 
is likely to be higher. 
While the Republican majority at the CommiSSiOn wants to move in a 
deregulatory direction, we do not believe that majority has yet decided how 
that impulse should be channeled in revising the UNE rules. The staff is 
evaluating the effects of UNEs in various markets, and that analysis, 
particularly regarding the impact of UNE-P on investment in facilities, could 
swing any of the commissioners in different directions. (The review is at an 
early stage .as the staff is currently immersed in evaluating 17 pending Sec. 
271 applications.) But some of the dynamics affecting the UNE-P policy 
process are already apparent. 

FCC Direction: Set Out Path for Gradual Elimination of UNE-P. We 
believe that the FCC is likely to view UNE-P as a transitional vehicle to 
more facilities-based competition. We also believe that the Commission views 
the D.C. Circuit's May 24 USTA v. FCC ruling on UNEs favoring the ILECs, as 
subjecting any decision to eliminate an element on a national basis to a 
material legal risk. In that light, we believe the Commission is likely to 
view its job in the Triennial Review not as deciding whether to keep or 
eliminate UNE-P, but rather to set forth the right balance of incentives and 
market signals for creating a glide path from UNE-P to facilities-based 
competition. 
Transitional Tools: Sunsets and Triggers. There are two basic ways the 
Commission could act. First, it can eliminate UNE-P at a date certain (a ' 

"sunset"). While that approam provides the most market certainty, it is 
legally vulnerable. Critics could attack an FCC projection of future market 
conditions as not reflecting the requirement that competitors' should be able 
to gain access to network elements without which their ability to compete 
would be "impaired." One way.to mitigate the legal risk is to provide a 
"soft" sunset in which the date merely creates a presumption that the FCC 

provides less certainty to the market and the companies, effectively delaying 
the ultimate debate for another day; a day, it is worth noting, in which the 
composition Of the Commission and the market structure of the telecom 
industry could be very different. 

 would^ act to eliminate UNE-P. While such a rule is more defensible, i t  

(continued ... ) 
First Call Corporation, a Thomson Financial company 
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The second method is to provide "triggers" by which the Commission would 
measure whether access to switching, or the UNE-P platform, is no longer 
needed. These could include competitive metrics, such as a market share l o s s ,  
or technical prerequisites to a healthy unregulated wholesale market, such as 
electronic loop provisioning. Triggers would be stronger legally but would 
retain market uncertainty about the long-term prospects of UNE-P. Further, 
there is a question as to whether the federal or state regulators would have 
the task of doing the fact finding on the triggers, a decision that could 
further impact the timing of when and whether the trigger is actually pulled. 
hother way of transitioning away from UNE-P is to continue to require the 
Bells to provide access to the platform but to no longer require TELRIC 
pricing. Rather, the price could be set by the states as a tariff that would 
have to be "just and reasonable." While this would probably increase the cost 
to competitors, it would likely involve lengthy litigation and regulatory 
delay. 

We believe the debate over UNE-P will ultimately move to a debate about 
this transition. In such a debate, just like the legislative and regulatory 
debate over the 14-point checklist for Bell long-distance entry, details are 
critical. A l s o ,  just as with the legislative and subsequent regulatory fights 
Over Section 271, the significance of the details is both a market structure 
issue (that is, how will the market look when the transition is over) and a 
timing issue (that is, how long will it take for the sunset to occur or the 
trigger to take affect.) The Bells will be arguing for fast, certain and 
limited transitional elements; their opponents will argue for the opposite. 
The critical point, from our perspective, is that adoption of Sunsets or 
triggers will not end the .debate; rather, just as with Section 271, it 
changes the debate but inevitably leads to a longer time period before a 
material change in the current status. 
Eliminating UNE-P Quickly: The Bells have some hope. The Bells still 
have some hope of either eliminating or quickly transitioning away from UNE- 
p. This is particularly true regarding switching for business Offerings. 
First, we note that the analysis for using UNE-P to serve business and 
residential customers is different. We believe the 'FCC is more sympathetic to 
the Bell's case for paring back unbundled switching in business markets, as 
competitors have installed numerous switches to serve such customers. Such " 
installations call into question whether new entrants' ability to compete in 
business markets would be impaired without unbundled switching. We think the 
FCC generally wants to cut back on the use of UNE-P for business customers. 
It could rule, for example, that the current exemption of unbundled switching 
for customers with four or more lines should apply in all markets, and not 
just the top 50 .  An alternative approach would be to have a trade-off between 
the number of lines and the market size, such as an exemption for the smaller 
markets (i.e., markets 50 thmugh 100) where the line Count was greater 
(i.e., 12 lines or higher.) A key political issue here is whether small 
business advocacy groups, which generally do not engage in telecom policy 
debates, will fight any further restrictions on the use of UNE-P. 

Regarding UNE-P generally, FCC Chairman Michael Powell and other key 
policymakers have expressed a preference for facilities-based competition. 
Some officials believe that UNE-P does not really provide sustainable, new 
benefits to consumers and therefore should eventually be eliminated. The 
Bells will use their depressed stock prices and earnings to argue that the 
economics of UNE-P will cripple the last remaining strong players in the 
telecom sector, ILECs. and thereby threaten network investment and 
reliability. Market trends toward the end of the decision-making process 
could affect the details of the transition that the FCC ultimately chooses. 
The Bells will also benefit from the reduced political firepower of the 
IXC/CLEC sector. With WorldCom and others under enormous financial 
constraints, the competitors' ability to utilize a battalion of lawyers, 
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